This paper considers recent proposals for restricting keyword advertising using competitor brand names. Keyword advertising is similar to many other widely used and valuable methods of marketing to the customers of rivals that increase competition and facilitate entry. Queries for products or services using search engines help inform consumers about other competitive alternatives and may enable them to compare different product offerings. Economists have found overwhelmingly that this type of informative and comparative advertising benefits consumers and, conversely, that restricting such advertising harms consumers. Complainants in some recent keyword advertising cases have sought to forbid search engines from using trademarked names as keywords, claiming that this may cause confusion. We argue that most consumers are likely to benefit from keyword advertising and are unlikely to be confused by the practice. Moreover, without a careful weighing of the likely costs and benefits of this type of regulation, consumers might bear significant costs by eliminating an easy reference with which to compare existing or new products, resulting in important reductions in consumer benefits. In fact, even more narrow remedies such as case--specific penalties for causing consumer confusion could discourage search engines from offering this service to advertisers, decreasing their value to consumers as a search tool and resulting in significant harm.
1 The court of first instance disagreed, holding that Google, an intermediary, should not be held responsible for the contents of these advertisements. In the court's view, ordinary and reasonable users of Google's search engine would not be confused and they would know that it was the advertisers themselves, not Google, that determined the content of the advertisements. The ACCC appealed and the court of first instance's judgment was reversed. Australia's High Court has since agreed to hear the case, and a decision is currently pending. Australian Competition and Consumer Commission v Google Inc. [2012] FCAFC 49.
This article argues that courts and regulators should be careful about limiting advertising by competitors in this situation. There is extensive empirical evidence that consumers are harmed, as a result of higher prices and poorer products, from restrictions on the ability of firms to show consumers informative and comparative advertisements. 2 Over the last two decades, competition authorities, courts, and legislatures have looked skeptically at efforts by firms to limit advertising by their competitors. At the same time, there is a strong presumption that consumers benefit when they obtain information on competing products in response to a query about a particular brand. Such comparative information is what consumers are often looking for and what search engines have strong financial incentives to provide.
In addition, harm from restrictions on advertising are not limited to consumers. Businesses have a keen interest in identifying who their competitors are selling to and trying to persuade those customers to switch. That is the essence of competition. Using brand names as part of keyword advertising makes it easier for firms to find consumers who would be interested in learning about their product. It thereby increases the intensity of competition for customers.
Companies can abuse keyword advertising just like any other form of advertising, but there are well--developed legal and enforcement policies to deal with companies that try to mislead and deceive consumers. Regulators need to strike a proper balance between, on the one hand, encouraging competition for consumers, including allowing messages that allow consumers to compare one product with another and, on the other hand, protecting consumers from misleading and deceptive ads while protecting brands from dilution of their trademarks. In striking that balance, courts and regulators should recognize the very important contribution that informative comparative advertising makes to competition.
II. The Keyword Advertising Controversy
The basic construct of a search--results page is similar to traditional advertising--supported media. The page has content that attracts the attention of consumers, namely the organic search results that are returned in response to entering certain keywords. Advertisers pay to place ads on the search--results page. The search--engine company, just like any advertising intermediary, ultimately decides where to place the ads and how they are displayed.
The development of search engines has, however, created new ways for companies to reach consumers who might be more specifically interested in learning more about their products. 3 In this way, the mechanics behind a search results page are different from traditional media.
The unpaid content of the search results page comes from an algorithm that tries to deliver the most relevant results based on the keywords the consumer has typed in. The paid content of the search results page comes from a different algorithm that considers both the relevance of the advertisement to the user's query and the maximum amount an advertiser is willing to pay for specific key words. 4 The algorithm determines how many ads to place on the search--results page and where to place them. 5 Search engines have dramatically reduced the cost for businesses of reaching consumers. They provide companies with the ability to promote themselves for free through the organic search results, and have provided a key role in promoting the indexing of websites and their content. As a result, companies invest in search--engine optimization to help ensure that consumers will find links to their websites when they type in relevant key words. This enables companies to match themselves with prospective customers and inform those customers about the uses and characteristics of their products.
Search engines also provide companies with the ability to pay for advertising and thereby increase their chances of reaching relevant consumers. For example, a new tapas bar in Boston could buy search--ads on Google using the keywords "tapas bar restaurant Boston South End" and achieve the top left spot on the first search--results page for $3.16 a click if it had up to $100 per day to spend. It would not pay at all unless users actually clicked on the ads. 6 The keyword controversy results from the ability of advertisers to bid on keywords that correspond to competing brand names in order to enhance the likelihood of reaching all consumers interested in purchasing a certain type of product. For example, when one of the authors typed in "Gucci handbag" into Google, the right--hand side of the search result page, labeled clearly as "sponsored links," contained ads in the 7 th (Nordstrom.com) and 9 th (couture.com) position for third party websites. 7 Upon clicking the link, handbags from many brands besides Gucci could be purchased. Both Nordstrom and couture.com might have entered "Gucci handbag" as one of their keywords and bid on them. Nordstrom and couture.com might have been able to get their ads displayed on the top of the page, or higher in the stack on the right--hand side of the page, if they had paid more for "Gucci handbag," assuming that their advertisements were otherwise relevant to the users' query. 8 Of course, the brand whose name consumers have used in the query would most likely prefer that consumers not see information about the brand's competitors. But search engines, like all advertising supported media, are two--sided platforms, with two sets of customers whose welfare needs to be considered. 9 It is not at all obvious that consumers who type in the name of one brand are harmed when they see advertisements for another brand. Consumers may be performing widespread searches and comparisons and not just looking for a particular vendor. Even if they didn't intend to do a widespread search they may value the serendipitous finding that there are alternatives and value search--engine platforms that provide additional information. In some cases, consumers may intentionally type in a brand name because they know that it will tend to display results for other luxury products. It would therefore seem likely that consumers would benefit from seeing information on other alternatives. Indeed, the search engine has strong incentives to deliver useful search results to consumers because that is how it generates the traffic that it sells to advertisers.
Some of the keyword advertising decisions to date have hinged on whether the courts believed that consumers could distinguish between the brand name they typed in and the sponsored links that appear for competitors. 10 Other decisions have considered the extent to which the search--engine intermediary is liable for alleged confusion caused by sponsored links that display advertisements from counterfeit sites. 11 From the standpoint of social welfare, however, the courts and regulators 8 An advertiser cannot just pay more to get a better spot on the search--results page since the allocation of sponsored links to spots depends both on bids and the quality score. For instance, if a company bids on a keyword and its landing page and advertisement are completely irrelevant to a users' query, the ad is not likely to appear no matter how much the advertiser bids. Nevertheless, bidding more increases the likelihood of getting better spots, and having an advertisement that is more likely to be clicked will also increase the probability of getting a better spot. should balance the costs stemming from confusion, when in fact this occurs, with two other considerations.
(1) The benefits that consumers who aren't confused get from more information, including comparative information, and increased competition. (2) The indirect effects of court and regulatory decisions that increase the risks to search engine intermediaries of helping businesses target and inform consumers who have expressed interest in their rivals. We return to this cost--benefit analysis later.
III. Targeting Competitor's Customers Although search--based advertising is still in its teens, targeting the customers of competitors isn't new, only the technology is different. Brand--name based keyword advertising is similar in many respects to other practices that firms have traditionally engaged in, and that intermediaries help these firms engage in, to target their rival's customers.
It has always made business sense for companies to target their competitors' customers. Those consumers have already signaled that they are interested in a similar product. In many cases a competitor's customers are more likely sales prospects than people selected in some other way. A new company in a relatively mature market will want to position its product by making a comparison to a reference product. This is usually an effective means of communicating with the consumer and providing information about the quality of the product. In many instances, a new entrant does not have much choice but to make reference to another competing product in order to persuade the customers of incumbents to switch and will want to target them. In almost all these cases the rival entrant is using information generated by the incumbent brand and therefore could be accused of free riding.
Firms base new locations in part on where their rivals have located. In some cases they may decide they do not want to be near rivals to maximize their market share. But in other cases they may decide to locate right next to rivals because they realize an externality from the foot traffic generated by their rivals. Some of the people who are attracted to the rival might be attracted to them. They are free riding in another way as their rival may have identified a location that is particularly good for their product. 12 Brands also pay slotting fees for placement on supermarket shelves. Those fees depend in part on the position on the shelf. Typically, similar products are placed together so that consumers get an opportunity to review product brands relative to each other. As a result, if a consumer goes to buy Kellogg's Corn Flakes at a Superama in Mexico City she will go to a cereal aisle where, surrounding Kellogg's cereals, she will see several other brands including Quaker, Post, Granvita, Bimbo, Maizoro and Nutrisa. Any new entrant into the cereal business will be placed in that aisle and established brands like Kellogg's or Bimbo will have no say in the supermarket's decision.
Marketing companies also collect information on what products consumers have bought. 13 They sell that information to rival companies that will enable them to target those consumers. For example, if a consumer buys Pampers she may receive a coupon from Huggies. Some retail stores also use consumer purchase decisions to promote rival products. For example, if you buy ibuprofen, a pain reliever, under the brand name Advil at CVS Pharmacy you may get a coupon to try the CVS generic version of ibuprofen.
These situations involve essentially the same issues as in brand--name based keyword advertising. The communication between the intermediary and the company that wants to know about its rival's customers will typically involve a request that relates to the brand name of the rival: "tell me what retail storefronts I could rent near Starbucks," "tell me who bought Huggies", or "put me near the Kellogg's cereals." All of these situations involve trading on information involving consumer purchases of a rival's products. 14 Keyword advertising differs from these situations mainly in its immediacy: for example, rather than having to wait for a consumer to buy a product, get recorded in a database, and have that information conveyed, a firm can use a search engine's tools to cater to consumers in real--time as they search for rivals' products.
Keyword advertising using brand names helps companies compete for a common pool of customers. It makes it possible for firms to let people that have expressed interest in a brand, in particular by conducting a search using the name of this brand, know that there is a competing alternative. As with other methods for targeting a rival's customers, keyword advertising increases competition for 12 Andrea Shepard studied this in the case of gasoline stations, which tend to cluster around each other instead of spreading out over a given location. See Andrea Shepard (1991). "Discrimination and Retail Configuration," Journal of Political Economy, Vol. 99, No. 1, pp. 30--53. 13 In the United States, companies that provide this service include Affinity Solution, Catalina Marketing, and FreeMonnee. 14 Like keyword advertising in some cases the intermediary could pass on information to a firm that offers a counterfeit product and is otherwise trying to deceive the consumer. consumers and likely improves customer satisfaction by enabling a better match between customers and producers at reduced prices and better quality. And, as with other methods, keyword advertising makes it easier for new firms to enter and compete with established players. 15 Economists have found that informative advertising is a market solution to a problem of imperfect information and as such has important procompetitive effects. Informative advertising helps people find information about price and product features. For commodity products it enables consumers to search for the best price and location. For differentiated products advertising helps consumers find the best product that meets their needs. In particular, by enabling producers to advertise the characteristics of their products, possibly in comparison to other products, it helps consumers and producers find the best matches.
IV. The Economics of Advertising and Its Restriction
Informative advertising is especially important for companies that are trying to introduce new products, whether those are established companies or startups. Making consumers aware of these new products is likely to be important. For one, new products can increase social welfare considerably, a subject that has received considerable attention by economists. 16 In introducing a new product to retailers, a manufacturer may use heavy advertising, for example. The manufacturer may also engage in significant advertising to counter switching costs and general consumer 15 For an overview, see Keith Bagwell (2007), "The Economic Analysis of Advertising", in M. Armstrong and R. Porter eds., The Handbook of Industrial Organization, vol. 3, Amsterdam: North Holland. Some economists have argued that "persuasive advertising," such as the kind frequently seen on television, does not provide any value to consumers and results in higher prices as advertisers recoup their costs, while others have argued that persuasive advertising has several positive features that ultimately benefit consumers. This debate isn't relevant here since the format of keyword advertising typically is not conducive to persuasive advertising. 16 inertia. One study found that informative advertising based on comparisons with existing brands is particularly helpful for new brands to establish themselves. 17 The best way to see the importance of informative, including comparative, advertising to competition is to look at what happens when this sort of advertising is limited or banned. Economists who have studied various attempts by governments and trade associations to restrict advertising have found overwhelmingly that these restrictions harm consumers by raising price and lowering quality.
The classic study by Lee Benham found that optometrist prices in U.S. states that prohibited advertising by this profession were 25 percent higher than in states that did not prohibit advertising. 18 Subsequent studies extended and confirmed his analysis. Kwoka, for example, tested the claim that advertising reduces prices and quality for optometric services. He found that average market quality is greater with advertising and that there are considerable social benefits from loosening advertising restrictions. 19 More recent studies, exploiting more sophisticated computational techniques, such as Haas--Wilson and Savoca's study into provider choice for contact lenses have put an emphasis on the significant effects of advertising limits and regulation on consumer choices, a lesson that should not be lost when considering new restrictions on advertising. 20 Economists also have looked at these same effects on other products and services, including legal services, and prescription drugs sales at the retail level. Following Benham's classification of restrictive vs. non--restrictive states in terms of advertising regulations, Cady estimated the cost to consumers of imposing limits to advertising for prescription drugs at $135 to $152 million in 1970 (almost 4 percent of total prescription drug sales). He found that advertising prohibitions and limitations resulted in higher retail prices in pharmacies for these drugs-a net transfer from consumers to retailers. 21 In legal services, Muris and McChesney, for example, found cost--savings resulting from increased advertising, mainly due to increased volume. They also addressed concerns about potential quality reductionsresulting from increased advertising, concluding that lower prices do not lead to lower quality in their study. 22 Cox et al, also reviewing legal services, looked at routine legal services in 17 metropolitan areas in the U.S. and found that advertising exerts a downward pressure on prices and that the amount of time expended in offering routine services will consequently fall, leading to more efficient levels of quality offered. 23 Almost all of the numerous subsequent studies of diverse industries have found similar results for quality as well as prices. 24 Restricting informative keyword advertising is likely to have the same sort of adverse effects on competition.
V. Government Policy Towards Advertising Restrictions Historically, there were many restrictions on the ability of firms to advertise. Trade associations imposed many of these restrictions on their members. In other cases governments imposed restrictions as a result of lobbying efforts by industry interests. Beginning with efforts by the U.S. Federal Trade Commission in the 1970s, competition authorities and other policymakers have recognized that these restrictions were anticompetitive and have worked towards eliminating them. Despite this, there is continual pressure to limit advertising.
The FTC began attacking advertising restrictions in the 1970s. 25 In 1978 the FTC preempted state advertising prohibitions by issuing the "Trade Regulation Rule on Advertising of Ophthalmic Goods and Services." A year later it challenged various advertising restrictions in professional codes of ethics for the American Medical Association and American Dental Association. During the 1980s it challenged various restrictions by state boards that regulate professions. As Beales has observed, "[t]hese widely supported commission actions reflect the belief that truthful advertising is an important competitive weapon that should be encouraged." Some of these restrictions in question involved brand comparisons. The FTC concluded, however, "[c]omparative advertising, when truthful and non--deceptive, is a source of important information to consumers and assists them in making rational purchase decisions. Comparative advertising encourages product improvement and innovation, and can lead to lower prices in the marketplace." 26 In Europe, restrictions on advertising were more severe and long lived than in the U.S., where many countries continued to have laws that prohibited or restricted advertising well into the 1990s. Even the United Kingdom, a jurisdiction with regulatory standards more akin to the U.S., prohibited comparative advertising until 1994. When the European Union looked into rationalizing these policies it decided to end them largely and published a directive in April 2000, to harmonize its laws on comparative advertising. In its preamble, the EU Directive emphasized the importance of comparative advertising as a consumer decision--making tool and a stimulus of competition. It therefore allowed comparative advertising. 27 As in the U.S., restrictions on advertising continue to be a competition concern as the EU's Commission noted in its 2004 "Report on competition in Professional Services", which asks regulatory authorities and professional bodies in Member States to put in place pro--competitive and transparency--enhancing mechanisms that can empower consumers. 28 Directive explicitly recognizes that comparative advertising "may be a legitimate means of informing consumers of [suppliers'] advantage". 30 Of course, neither the U.S. nor the EU endorses untruthful or deceptive advertisements. However, the FTC in particular has recognized that the procompetitive benefits of advertising are so strong that policymakers need to be careful in restricting advertising on the grounds that it is misleading. As recently as 2007, in opposing state restrictions on legal advertising the Commission observed: 31 Courts and other state policy makers should be careful not to restrict unnecessarily the dissemination of truthful and non--misleading advertising that may help consumers make more informed choices. Overly broad restrictions of truthful and non--deceptive information are likely to harm consumers of legal services by denying them useful information and impeding competition among attorneys. Accordingly, consumers are better off when policy makers address concerns about potentially deceptive advertising with narrowly tailored restrictions. The FTC's call for states to "narrowly tailor" any restrictions imposed on potentially deceptive advertising recognizes that users' interests are served by allowing firms to present them with as many options as possible, so they can make more informed purchasing choices.
VI. The Protecting Competitors or Protecting Against Consumer
Confusion? Modern competition policy recognizes that its purpose is to protect competition, for the ultimate benefit of consumers. Courts and competition authorities, to varying degrees around the world, have become properly skeptical of appeals by firms for protection against their competitors in the absence of demonstration that consumers ultimately lose. In the U.S., for example, courts no longer consider protecting the health of small businesses for its own sake. Courts and regulators need to keep the interests of consumers, and not competitors, front and center in evaluating keyword--advertising restrictions involving the use of brand names. In evaluating keyword--advertising claims and their harm to competition, courts and regulators need to weigh the cost of restrictions against the benefits from limiting confusion. As discussed above, keyword advertising likely benefits consumers because it:
• offers consumers more information, reduces their search costs and gives them ready access to competitive alternatives; • lowers the cost to firms of reaching their customers and thereby lowers the cost of doing business, making it easier to enter and challenge existing brands; and, • intensifies competition between name brands and their rivals and thereby likely lowers prices and improves quality. Recently, some companies have used the appearance of the relatively new keyword advertising technology to argue for restricting advertising by their competitors. They don't want their rivals to use the fact that a consumer has expressed an interest in their brand name-by typing in the brand name as part of the keywords for search-to reach those customers.
In evaluating proposals to restrict keyword advertising such as these, regulators and courts need to account for the fact that most consumers aren't confused by the practices at issue and are, in fact, likely to benefit from them for the reasons mentioned above. Forbidding search engines from using trademarked names at all as search terms would likely have a significant cost to consumers by eliminating an easy reference with which to compare existing or new products, resulting in important reductions in consumer benefits. Even more narrow remedies such as case--specific penalties for causing consumer confusion could discourage search engines from offering this service to advertisers, decreasing their value to consumers as a search tool and resulting in significant harm. 32 New means of advertising, such as keyword advertising through search engines, should not preclude the strict technical analysis that has led courts and regulators in the recent past to exercise extreme caution in considering attempts to limit competitive advertising. As in other modes of advertising the costs of restricting comparative advertising can be higher than the likely benefits and these
